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disadvantage banking organizations from acquiring a failing clearing member’s book of client positions
through a “port,” which would leave clients exposed and without access to clearing services.

In this context, we are concerned that, according to the Agencies, banking organizations” “exposure
amounts would iacrease for derivative contracts with . . . asset managers, investment funds, and pension
funds” under SA-CCR.?> We believe this increase in exposure is a result of SA-CCR’s excessive layers of
conservativism, with buffers effectively built into its treatment of initial margin, calibration of supervisory
factors and the alpha factor, and approaches to netting and diversification. This letter offers specific
recommendations for how to implement SA-CCR in a more risk-sensitive and less punitive manner than is
set forth in the Proposal, in order to prevent SA-CCR from amplifying the negative effects of the current
regulatory capital regime on end users that use derivatives to hedge their risks.

I. Executive Summary

We urge the Agencies to adopt SA-CCR in a manner that will decrease, rather than increase,
exposure values compared to CEM for banking organizations when they offer derivatives to asset managers,
investment funds, and pension funds. For the reasons described below, the Agencies should make the
following changes to the Proposal to make the final SA-CCR rule less likely to increase exposure values and
more risk-sensitive:

e In the SLR, recognize the effect of cash and non-cash forms of initial margin and variation margin in
reducing a banking organization’s replacement cost (“RC”) and potential future exposure (“PFE”)
when clearing derivatives for clients.

e In risk-based capital requirements, recognize more fully the effect of initial margin in reducing a
banking organization’s risk-weighted assets, such as by providing for dollar-for-dollar recognition of
collateral and/or by reducing the Proposal’s 5 percent PFE floor. The revised treatment of initial

margin in risk-based capital requirements should also apply to client cleared derivatives exposures in
the SLR.

e Reduce and make more granular the Proposal’s supervisory factors for certain credit, commodity,
and equity asset classes.

e Eliminate the 1.4X alpha multiplier.

e Allow all transactions subject to a qualifying master netting agreement (“QMNA?”) to be part of the
same netting set.

¢ Permit chains of FX to be part of the same exchange rate hedging set, interest rate derivatives with
different reference currencies to be part of the same interest rate hedging set, and commodity

derivatives in different sub-classes to be part of the same hedging set.

The remainder of this letter discusses each of these recommendations in greater detail.

3 83 Fed. Reg. at 64,685 (emphasis added).
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II.

In the SLR Context, SA-CCR Should Recognize the Exposure-Reducing Effect of Initial
Margin and Variation Margin for Client Cleared Derivatives Exposures, Consistent with the
Risk-Based Version of SA-CCR

A. Failure to Recognize the Exposure-Reducing Effect of Initial Margin or Variation
Margin Provided by a Client Results in Overstatement of a Banking Organization’s

Actual Economic Exposure From Derivatives Clearing

Derivatives clearing for clients is fundamentally a low-exposure and, historically, low-return business

for banking organizations. When a clearing member banking organization acts as agent for a client’s
centrally-cleared over the counter (“OTC”) derivative transaction, and guarantees the client’s performance to
a central counterparty (“CCP”), the probability and extent to which the clearing member will be required to
step in and make a payment to the CCP is substantially mitigated by variation and initial margin* posted by
the client, for the following reasons:

The client is required to post cash variation margin in the amount necessary to settle the entire
amount of any deficiency related to the market value of the derivative. The amount of vatriation
margin transferred is adjusted to reflect the current mark-to-market value of the position.

The client is also required to post robust amounts of initial margin at all times. For example,
Commodity Futures Trading Commission (“CFTC”) regulations and CCP rules require the client to
post an amount of initial margin to cover the CCP’s exposure, meaning an amount of assets that
would cover a loss with an established confidence level of at least 99 percent.®

Initial margin is required by law and CCP rules to be held in the form of extremely highly liquid
assets and to be segregated from the clearing member’s own assets. Because the initial margin is so
liquid and is segregated, it is available to offset the amount that the clearing member would be
required to pay the CCP in the event that the client defaulted. Additionally, the clearing member’s
margin and risk management programs are highly regulated. For example, the CEFTC imposes regular
reporting and notification requirements related to margin deficiencies.

The clearing member is only economically “on the hook™ to the extent the client defaults and the
amount the client owes is not covered by its initial margin and variation margin, both of which are
addressed daily by margin calls. Even though the clearing member’s guarantee covers the entire
amount of the client’s default, the liquid margin available to the clearing member or CCP ensures that
the economics are the same as if the clearing member’s guarantee covered the amount of the client’s
default net of margin.

As a result, variation and initial margin plainly reduce the clearing member’s economic exposure arising out of
its guarantee to the CCP.

Yet, the SLR in its current form, and as set forth in the Proposal, fails to recognize the exposure-

reducing effect of initial margin. Instead, a banking organization that clears a derivative for its client is
required to calculate its leverage exposure arising out of its guarantee to the CCP as if the client had not
posted aay initial margin. This result is at odds with economic reality — the banking organization’s leverage

4

When we refer to “initial margin® in this letter, the term includes excess variation margin, which is treated as

nitial margin for risk management purposes.

5

See 17 CER. § 39.13(g)(2)(ii).
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initial margin sufficient to cover a loss with an established confidence level of at least 99 percent,® and (2)
margin requirements for uncleared swaps that require the posting of initial margin sufficient to cover PFE
consistent with a one-tailed 99 percent confidence level over a 10-day close-out period.2!

The Agencies should also apply this treatment to client cleared derivatives in the SLR so that SA-
CCR recognizes initial margin and variation margin to the same degree in the SLR and risk-based capital
requirements for cleared derivatives, consistent with Option 3 of the Basel Committee’s October 2018
leverage ratio consultation.

Iv. The Agencies Should Reduce the Proposal’s Supervisory Factors for Certain Asset Classes to
Align With Those Asset Classes’ Risk Profiles

We recommend a reduction of the Proposal’s supervisory factors for certain credit, commodities, and
equity derivatives based on the following principles:

e  Credit— The Proposal would inapproptiately “gold plate” the Basel Committee’s supetrvisory factors
for single-name credit derivatives through its conversion of external credit ratings into alternative
criteria. The Proposal would contain just three gradations of issuer credit quality compared to seven
in the Basel Committee standard, which would result in higher supervisory factors for the most
creditworthy issuers. The Basel Committee’s two lowest-risk categories for single-name credit
derivatives — AAA- and AA-rated issuers — are assigned a 0.38% supervisory factor, but the
Proposal’s lowest-risk category — “investment grade” — would be assigned a 0.5% supervisory factor.
The most creditworthy issuers in the United States are no more prone to default than are the most
creditworthy issues in other jurisdictions, and accordingly, the final U.S. SA-CCR standard should
not include a higher supervisory factor for investment grade issuers than the Basel Committee’s
lowest supervisory factor. We also support the Agencies exploring alternative criteria that would
permit more granularity in the categorization of issuer creditworthiness, consistent with the Dodd-
Frank Act’s restrictions on the use of external credit ratings. Finally, we commend the Agencies for
not increasing the Basel Committee’s supervisory factors for indexed credit derivatives, unlike the
Proposal’s treatment of single-name credit derivatives.

o Commodities — The Proposal would also inappropriately gold plate the Basel Committee’s
supervisory factors for oil and gas derivatives by combining those detrivatives with the electricity
category and assigning the higher Basel supervisory factors for electricity to the entire combined
energy category. The Agencies’ stated rationale for this treatment is that SA-CCR does not permit
diversification benefits among sub-classes of commodities, and therefore additional commodity sub-
classes could reduce the number of derivative contracts across which a banking organization may
hedge.?? However, the solution to this shortcoming of SA-CCR is to allow the oil and gas and
electricity categories to be part of the same hedging set, not to combine them into a single category
with a higher supervisory factor.

e Egquities — The Proposal’s supetvisory factors for equities are too high and too blunt. Specifically,
the supervisory factors for equities should reflect more granularity based on the type of issuer or
issuers. For instance, the final rule could distinguish between publicly-traded and private issuers,

20 Seen. 5, above.
21 80 Fed. Reg. 74,839, 74,875 (Nov. 30, 2015).
22 83 Fed. Reg. at 64,671.












A substantial number of SIFMA AMG members had been asked by their clearing member to reroute
execution business to it, that is, in order to avoid larger increases in clearing fees, to use the same firm for
both trade execution and as their clients’ clearing account holder. Itis common for SIFMA AMG members
to use one or more firms for execution, and separate firms for the clearing accounts of the entity the SIFMA
AMG member is managing. Clients pay separate fees for clearing and for execution of derivatives.
Investment advisers acting as fiduciaries have an obligation to obtain “best execution” for clients’
transactions, meaning that the terms for each client transaction generally must be the most favorable terms
reasonably available under the circumstances.?® As a result, SIFMA AMG members often must accept higher
clearing fees for their clients to obtain lower exeantion fees:

Percentage of Respondents That Have Been Asked to Reroute Execution Business to Avoid Larger
Increases in Clearing Fees

Futures Options Interest Rate Swaps FX Swaps Credit Swaps

58% 50% 40% 25% 27%

SIFMA AMG members have experienced higher fees particularly where they post initial margin in
the form of cash:

Percentage of Respondents That Have Been Charged Increased Fees for Posting Initial Margin

Futures Options Interest Rate Swaps FX Swaps Credit Swaps
Cash 42% 40% 40% 13% 27%
Securities 17% 10% 20% 0% 9%

We believe these results establish that the SLR has been a direct cause of the increase in client fees.
Despite the fact that cash is the safest and most liquid form of margin, our members’ experience has been
that some clearing members prefer not to have clients post margin in the form of cash. Banking
organizations acting as clearing members often prefer initial margin to be in the form of securities because
under operative accounting standards, cash initial margin posted to a banking organization is generally
reflected on the bank’s balance sheet, which adds to the bank’s total leverage exposure under the SLR.

28 See Securities Brokerage and Research Services, Release No. 34-23170 (Apr. 23, 19806); In the Matter of Kidder,
Peabody & Co., Inc., et al,, Investment Advisers Act Release No. 232 (Oct. 16, 1985); Securities Exchange Act Release
No. 12251 (Mar. 24, 1976); Securities Exchange Act Release No. 9598 (May 9, 1972).
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Annex B
Descriptions of SIFMA AMG and MFA

SIFMA AMG brings the asset management community together to provide views on U.S. and global policy
and to create industry best practices. SIFMA AMG’s members represent U.S. and global asset management
tirms whose combined assets under management exceed $45 trillion. The clients of SIFMA AMG member
firms include, among others, tens of millions of individual investors, registered investment companies,
endowments, public and private pension funds, UCITS and private funds such as hedge funds and private
equity funds.

MFA represents the global alternative investment industry and its investors by advocating for sound industry
practices and public policies that foster efficient, transparent, and fair capital markets. MEFA, based in
Washington, DC, is an advocacy, education, and communications organization established to enable hedge
fund and managed futures firms in the alternative investment industry to participate in public policy
discourse, share best practices and learn from peers, and communicate the industry’s contributions to the
global economy. MEFA members help pension plans, university endowments, charitable organizations,
qualified individuals and other institutional investors to diversify their investments, manage risk, and generate
attractive returns over time. MIFA has cultivated a global membership and actively engages with regulators
and policy makers in Asia, Europe, North and South America, and many other regions where MEA members
are market participants.
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